



How Will Future Aid Cuts Affect
New England’s Public Sector?
by Daniel G. Swaine
S
ince attaining a majority in 1995, Repub-
lican congressional leaders have consistently
advocated a substantial decrease in federal fis-
cal assistance to the states. They have been motivated by
a desire to shrink the federal deficit and induce states to
undertake a larger share of fiscal responsibilities. In their
view, many governmental functions currently performed
at the federal level would be more effectively carried out
at the subnational level.
If federal assistance to the states were to shrink dra-
matically, would states force their municipalities to bear
the resulting fiscal burden by cutting local aid? In this
issue, Fiscal Facts speculates on the degree to which the
New England states might adjust their levels of local aid
in response to federal aid cuts. We do this by analyzing
the states’ behavioral response to the negative revenue
shocks generated by the last recession. Specifically, we
address the following questions:
(1) If federal assistance were to be reduced, by how
much would state revenues decline?
(2) Were recent recessionary revenue shocks compa-
rable in magnitude to contemplated cuts in federal aid?
(3) In reacting to these revenue shocks, how much
did states cut local aid relative to state-provided services,
and what was the impact on local revenues?
(4) What inferences can be drawn from this analysis
about states’ likely responses to possible future reductions
in federal aid?
Evaluating the likely responses is extremely diffl-
cult, given the unprecedented scale and structure of the
contemplated decreases in federal assistance and the un-
certainties inherent in forecasting. Consequently, infer-
ences should be drawn with caution. Revenue shocks faced
during recessions are short-term, while the proposed re-
ductions in federal aid would be permanent. Behavioral
responses to temporary revenue shocks may be quite dif-
ferent from responses to permanent shifts in the growth
path of revenues. In addition, the federal government tar-
gets its aid and places restrictions on its use (although pro-
posals for reducing federal aid would loosen these "strings"
substantially), while general fund revenues have no such
restrictions. This is an important distinction, although
both casual observation and academic research suggest that
federal funds are fungible, implying that restrictions are
not fully effective in constraining the use of federal assis-
tance. Nevertheless, responses to general revenue shocks
might differ from responses to changes in the level of fed-
eral aid.
Reduction in State Revenues
In the budget passed by the Congress in 1995, but
subsequently vetoed by President Clinton, federal aid to
the states would have been cut by 26 percent. Most ana-
lysts believe that, if enacted, reductions in federal aid would
range from 15 to 25 percent. How a reduction of this
magnitude would affect state revenues varies with each
state’s dependence on federal funds. As Chart 1 shows,
federal funds comprise approximately 25 to 35 percent of
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percent cut in federal aid would translate into an estimated 4 to 9 percent reduction in
state revenues.
Past Fiscal Shoel~
Fiscal shock is measured here as the difference between actual revenues and what
revenues would have been if they had grown at a constant rate.1 Over the last business
cycle, most New England states enjoyed extraordinary revenue growth during the 1980s
followed by extensive shrinkage during the late 1980s and early 1990s. During the
boom phase of the cycle, revenues peaked at levels 8 to 12 percent above trend, while
during the bust phase, they bottomed out at 5 to 12 percent below trend. The estimated
4 to 9 percent revenue shock from federal aid cuts, referred to above, would overlap
much of this 5 to 12 percent range.2
Acljt~Stl~e~ats to Past Shocl{s
Three patterns of spending adjustment were exhibited in New England during the
last recession:3
¯ In Connecticut and Maine, local aid and state-provided services fell below trend
by roughly the same proportions-- 14 percent in Connecticut and 10 percent in Maine
(see Chart 2). Since state aid accounts for about 30 percent of municipal revenues in
both states, the implied impact on local revenues was a negative shock of about 4 per-
cent in Connecticut and 3 percent in Maine.
1 Economists generally evaluate the cyclical behavior
of the economy using the difference in actual output
from trend output.The residual from a semi-logarithmic
trend equation, with the log of output as the dependent
variable and time as the independent variable, captures
this difference in percentage terms. We use the same
approach here for revenues. A technical appendix to this
article, available upon request, provides additional
detail.
2 A question that might also be asked is the extent to
which spending reflects revenue shocks. Since most
states have budget balancing requirements, one might
expect that any change in revenues would cause an
equivalent change in expenditures. Because of the ability
to borrow in the short run, however, this expectation
may not hold. Therefore, we estimated the
responsiveness of spending to revenue changes with a
regression equation that employs expenditures as the
dependent variable and revenues as an independent
variable. (See the aforementioned technical appendix to
this article for details.) For five of the six New England
states, changes in revenues cause an equivalent change in
spending. Only in Connecticut do we observe an
expenditure response that is significantly greater than the
revenue change.
3 We use a system of regression equations estimated
separately for each state over the 1983-93 period to
calculate this impact.The first equation uses the share of
the state budget accounted for by direct state spending
(excluding local aid) as the dependent variable.The second
equation uses the share of state spending accounted for
by local aid as the dependent variable. For both equations,
the independent variable is the state budget.This equation
system treats the decision facing state policymakers (the
division of the budget between direct state spending and
state aid to localities) as a budget allocation problem, and
is directly analogous to economists’ treatment of consumer
demand. (For details, see the technical appendix.)¯In Massachusetts, New Hampshire, and
Rhode Island, local aid was reduced below
trend by a smaller percentage than state-pro-
vided services. This pattern suggests that the
three states attempted partially to shield local Percent0
services from the stresses imposed by the eco-
nomic contraction. The implied shocks to
municipal revenues were minus 1.5 percent
in Massachusetts, minus 0.9 percent in New
Hampshire, and minus 0.7 percent in Rhode
Island. -12
¯ In Vermont, by contrast, local aid fell
below trend by a larger percentage (12 per-
cent) than state-provided services (6 percent).
The estimated impact on local revenues was
a negative shock of 3.7 percent. Evidendy, Ver-
mont attempted to spread the recessionary
pain more widely across state and mtmicipal gov-
ernments than did the other states in the region.
h~pHoations
If federal aid to each New England state
were to be reduced by 20 percent and each
state responded in the same way that it did to
the revenue shocks generated by the last re-
cession, what would be the impact on state
and local governments? Estimates based on
our analysis of states’ past behavior are pre-
sented in Chart 3. A 20 percent cut in federal
aid would result in state revenue reductions of
between 5 and 6 percent. If states neither in-
creased taxes nor issued long-term debt to fi-
nance current outlays, these revenue reductions
would translate into 5 to 6 percent declines in
state spending.
If the New England states cut spending according to
the same priorities that they showed during the last reces-
sion, then, other things being equal, we estimate that mu-
nicipal revenues would decline by as little as 0.5 percent
in New Hampshire mid as much as 4 percent in Vermont.
The relatively small projected impact in New Hampshire
reflects both the low level of dependence of its munici-
palities on state aid and the relatively high degree of pro-
tection that they enjoyed from their state government
during the last recession.
Conolosion
The recent behavior of the New England states sug-
gests that the region’s local goverments would not neces-
sarily end up bearing a disproportionate share of fiscal
In 1989-92 Recession, New England States Generally Protected
Local Services from Revenue Cuts
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With Federal Aid Cut of 20 Percent, New England States
Might See Spending on Local Services Fall by Estimated
0.5 to 3.8 Percent
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pain if the federal government were to cut state aid sharply.
In the fiscal adjustments made during the last recession,
state governments generally did not pass on the full bur-
den of negative revenue shocks to municipalities. On the
contrary, most shared the burden or even attempted par-
tially to protect local governments from fiscal stress. Only
Vermont slowed growth in local aid significantly more
than growth in state-provided services.
As noted at the beginning of this article, there are
dangers in forecasting future responses to cuts in federal
aid on the basis of past responses to recession-induced
revenue shocks. These dangers should be kept in mind.
Fiscal Facts will monitor trends in federal assistance to the
New England states mad the reaction of the states to any
changes in these trends. FF
S])ritlg 1097 3Across the Region
O
ne phrase that could be used to sum-
marize fiscal conditions in the region
s "Let the good times roll." In almost
every state, revenues are significantly exceed-
ing projections. If the revenue wave continues
through the remainder of the fiscal year, all
states except New Hampshire will realize a bud-
get surplus of from 1 to 3 percent.
With state officials remembering serious
fiscal problems earlier in the decade, substan-
tial revenue growth is not carrying over to
spending. With the exception of New Hamp-
shire, spending growth is being held to less than
the rate of inflation, implying real service re-
ductions. Connecticut, Massachusetts, and
Rhode Island are exercising fiscal restraint to
fund tax cuts and to hedge against uncertainty
in projected revenue losses from past tax re-
ductions scheduled to take effect in FY98.
New Hampshire’s Governor Shaheen
stands apart from other New England gover-
nors in recommending an increase in spending
at a 7 percent annual rate of growth over the
next biennium. She would fund the increased
spending with a tax hike and allocate it to K-
12 education in response to a court challenge
to local property tax funding. Current condi-
tions suggest that New Hampshire will realize
a small budget deficit in FY97, adding to the
previously accumulated $37 million deficit,
which is 3.3 percent of spending.
Vermont’s budget proposal seems rather or-
dinary. Modest spending growth is proposed
for FY98 along with no change in spending pri-
orities. However, the recently decided Supreme
Court case (Brigham et al. v. State of Vermont)
challenging local property tax funding of edu-
cation makes the environment in Vermont any-
thing but ordinary. The court ruled that local
property tax funding of education was uncon-
stitutional, but left open the question of how
to properly fund education. The challenge of
replacing local property tax revenues, currently
39 percent of combined state and local tax rev-
enues, along with finding a formula to reallo-
cate the new funds is likely to provide an
extraordinary legislative year in Vermont. ~
Total State Appropriations for FY97 and Governors’
Recommended Appropriations for FY98a
Excluding Federal Dollars
FY97                  FY98
Percent
Millions of Dollars Change
Connecticut 8,375.3 8,243.4 -1.6
Maine 2,026.2 2,047.7 1.1
Massachusetts 14,801.0 14,847.2 0.3
New Hampshireb 1,115.5 1,194.6 7.1
Rhode Islandc 2,422.6 2,466.4 1.8
Vermont 877.3 896.0 2.1
a Unless otherwise noted, includes general fund and transportation fund appropriations only.
Excludes expenditure of federal grants and reimbursements.
b Includes budgeted income from sweepstakes earmarked for foundation aid and special education.
c Includes general revenue and other unrestricted funds.
Source: Official budget documents, state financial statements, and conversations with state
budget officials.Six- State Review
Connecticut
Although spending for FY97 is expected to be $118
million higher than budgeted, greater-than-anticipated
revenues should offset the additional spending. As of the
end of February, total general fund and sales tax revenues,
expected to decline by 2.9 percent and 4 percent, respec-
tively, were up by 4.4 percent and 6.7 percent, respec-
tively. Receipts from the personal income tax were up 8
percent, exceeding anticipated growth of 7 percent. State
officials project a surplus for FY97, which the governor
proposes to use to partially cover anticipated revenue losses
from tax cuts scheduled to take effect during the FY98-
99 biennium. Total own-source general fund receipts (see
accompanying box) are projected to fall by 1.9 percent in
FY98 and increase by just over 3 percent in FY99.
The projected revenue decline in FY98 is primarily
attributed to two tax cuts. First, the corporate profits tax
rate will continue to ratchet downward as scheduled (see
FiscalFacts, Fall 1995). Second, Governor Rowland is rec-
ommending further cuts in the personal income tax be-
yond those implemented during 1996 and 1997.
Specifically, he wants to expand the width of the lower
income tax bracket and exclude Social Security benefits,
costing the state $365 million and $15 million, respec-
tively, in FY98. He has also called for a reduction in the
gasoline tax from 39 to 34 cents per gallon, estimated to
reduce transportation fund revenues by $65 million in
FY98. As a result of these various scheduled and proposed
tax reductions, personal income tax receipts are expected
to decrease by 2 percent, corporate income tax receipts by
7 percent, and motor fuels tax receipts by 2 percent over
the next biennium.
In addition to the transfer of surplus revenues from
FY97 to FY98, Governor Rowland has recommended cut-
ting own-source spending in order to fund his tax cut
proposals. The governor’s recommendation reduces own-
source general fund spending by 1.6 percent in F¥98 and
increases it by only 2.5 percent in FY99. The proposed
spending reductions include a 10 percent biennium-over-
biennium cut in grants to the state’s colleges and universi-
ties and various welfare reforms, including suspending
cost-of-living adjustments and limiting general assistance
benefits to unemployable adults with families. To com-
pensate for the reduced flow of gas tax receipts into the
transportation fund, the governor would also transfer $45
million in highway patrol operating expenses to the gen-
erai fund, replace three rail lines with more economical
bus service, and increase bus and rail fares by 25 percent
and 9 percent, respectively, over the next two years. Fi-
nally, the governor has proposed shifting $37 million from
other spending sources to education. This additional ap-
propriation would be used to improve and desegregate schools
as required by the recent Shay. O’Neillcourt ruling, which
addressed the issue of regional racial isolation.
Christine Gagliardi6
Revenues remained strong eight months into FY97.
As of the end of February, total general fund receipts, ex-
pected to grow 1.6 percent, exceeded year-ago levels by
nearly 4 percent. Corporate income tax revenues, origi-
nally expected to increase by 5.6 percent, grew by nearly
33 percent, largely because state officials overestimated
revenue losses from the state’s investment tax credit. Sales
tax receipts were up 5 percent, falling short of projected
growth of 5.8 percent. Personal income tax collections,
expected to decline by 0.8 percent, grew 1.7 percent year
over year. State budget officials project a general fund sur-
plus for the year of $15.8 million, roughly 1 percent of
spending.
Total general fund tax revenues are projected to in-
crease about 3.5 percent annually during the FY98-99
biennium. In FY98, sales and individual income tax re-
ceipts are forecasted to increase by 8 percent and 7 per-
cent, respectively, over FY97 levels. FY98 corporate income
tax receipts are expected to exceed FY97 levels by 30 per-
cent as a result of the aforementioned overestimate of the
revenue loss from the investment tax credit.
In January, the Appropriations Committee approved
Governor King’s $14.5 million supplemental budget. For
the 1998-99 biennium, he submitted a $3.8 billion bud-
get proposal, recommending total own-source spending
growth of 1.1 percent in FY98 and 6.4 percent in FY99.
These spending increases reflect a shift to own-source fi-
nancing of expenditures as a result of the loss of federal
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assistance from the repeal of the hospital gross receipts
tax, set for July 1, 1997.~ Through special financial ar-
rangements, receipts from this tax have been used to gen-
erate federal Medicaid grants and transfer them to the
state’s general fund (see FiscalFacts, Winter 1997).
The governor has recommended repealing the in-
come tax cap, scheduled to go into effect on July 1, 1997.
The cap, designed as a tax-cutting measure, would save
taxpayers an estimated $131 million over the next two
years (see FiscalFacts, Fall 1995). The governor has pro-
posed an alternative tax cap that would set state and local
tax revenues at a fixed percentage of statewide personal
income. This would effectively limit the growth of total
tax collections to the rate of growth in personal income.
Finally, the governor has proposed to double the cigarette
tax rate to 74 cents per pack, with the projected revenue




Continuing the record pace set last year, Massachu-
setts collected tax revenues of $7.9 billion (through Feb-
ruary), up 8.3 percent over a year earlier and above the 5
percent growth forecasted by the Massachusetts Taxpay-
ers Foundation (MTF). If current trends continue, the
state will end FY97 with a $392.1 million surplus, or about
2.6 percent of spending. Consistent with robust economic
growth, collections were strong across the board, but sales
tax collections were especially strong, up 12.2 per-
cent over a year earlier to $1.9 billion, and signifi-
cantly above the projected growth rate of 5.9
percent. At $379.1 million, corporate tax collec-
tions were unexpectedly high, up 5.9 percent over
a year earlier. However, MTF projects a decline in
corporate taxes of 1.3 percent as a result of re-
cendy enacted tax cuts. With continued labor mar-
ket strength, personal income tax collections were
up 7.8 percent from a year earlier.
For FY98, Governor Weld has proposed an
own-source-revenue budget of $14.85 billion, a
scant $46.3 million, or 0.3 percent, increase over
the adjusted FY97 spending level. According to a
New England Economic Project forecast, inflation
is expected to be about 2.7 percent. Therefore,
I Our definition of own-source spending excludes federal revenues.
Therefore, a shift from federal revenue financing to own-source
revenue financing makes it look as if spending were increasing.
Spl"incd 1997oxvn-source spending would decline 2.4 percent in real
terms. Governor Weld has proposed some changes in
spending priorities, including new initiatives in human
services and local aid to schools. The administration has
touted a $347.6 million (4.9 percent) increase in the hu-
man services budget. However, factoring in federal reim-
bursements from the new welfare rules, spending would
increase $147.6 million, or 2.1 percent. Local aid would
increase by $302.4 million, or 8.7 percent, with $247.5
million earmarked for education as required by the 1993
education reform act. Since the governor has vowed not
to raise taxes, spending cuts would pay for the new initia-
tives.
In addition, Governor Weld has proposed five new
tax cuts: (1) increasing the deduction for dependent chil-
dren by $1,000 per filer (2) eliminating the 5.95 percent
income tax on military retirees; (3) eliminating the 14
percent investment income tax on life insurance compa-
nies; (4) cutting the rate on unearned income from 12
percent to 5.95 percent; (5) eliminating the 5 percent sales
tax on telecommunications services. The Weld adminis-
tration estimates that these tax cuts would cost the Com-
monwealth $82 million in FY98 and $640 million per
year after a five-year phase-in period. An additional 10
percent cut in the unemployment insurance tax rate, sup-
ported by the administration, is currently under consid-




Eight months into FY97, the outlook for New
Hampshire’s tax revenues was generally healthy. Total
tax collections were 10 percent over year-ago levels com-
pared with a 7 percent projected rate of growth. The
business profits tax posted growth of 10.5 percent, com-
pared with a forecasted decline of 3 percent. Only the
meals and rooms tax performed relatively poorly: Ex-
pected to gro~v by 10 percent, receipts from this "tour-
ist" tax were up a disappointing 5 percent.
In mid-February, Governor Shaheen submitted her
budget proposal for FY98-99. The proposal calls for own-
source spending of $2 billion in FY98, up 7 percent over
FY97, and $2.1 billion in FY99, up an additional 3 per-
cent over FY98. A $1 million deficit is forecast for FY98,
but FY99 is projected to end with a $2.4 million surplus.
The biggest increase in expenditures is $68 million in state
aid to cities and towns, with most of this amount allocated
to schools. Included is $20 million in kindergarten aid,
doubling the amount of spending per kindergarten pupil
from $500 to $1,000. The state will use $30 million, al-
ready in a highway surplus account, to leverage federal
dollars available for major road and bridge projects. Fi-
nally, Governor Shaheen introduced a bonding bill to raise
$30 million to finance the construction of new kinder-
garten classrooms and 75 percent of the construction costs
to add classroom space to existing kindergartens.
Two tax initiatives were included in the budget pack-
age. The governor has proposed a doubling of the ciga-
rette tax from the current 25 cents to 50 cents a pack,
effective April 1, 1997. The tax increase would generate
$12 million before the end of the current fiscal year and
would then raise an additional $47 million in each of the
next two years. ?u~other tax initiative proposed by the gov-
ernor would extend, for two more years, the "temporary"
tax rates of 8 percent on meals and rooms, 0.5 percent on
real estate transfers, and 5.5 percent on communications
services. If this proposal is not passed, those rates would
drop back to 7 percent, 0.35 percent, and 3 percent, re-
spectively, costing the state $80 million in revenue.
Wei Sun
Rhode Island
Through the end of February, Rhode Island had
collected $854.1 million in FY97 revenues, up 6.2 per-
cent from a year earlier and slightly ahead of the 4.4
percent projected growth. If this pace is sustained, the
state will end FY97 with a surplus of $24.1 million, or
about 1 percent of spending. Both personal income
and sales tax collections were close to target. Corporate
tax receipts were up a surprising 5.8 percent. Officials
had anticipated that previously enacted tax cuts would
preclude growth in this revenue source.
For FY98, Governor Almond has proposed own-
source spending of $2,466.4 million, 1.8 percent higher
than his recommendation for FY97. Programs that
would enjoy relatively large percentage increases in
funds include the renovation of state buildings, the es-
tablishment of technology assistance centers, and trans-
portation (the proposal would partially substitute tax
financing for bond financing of capital projects in or-
der to improve the state’s credit rating). These increases
would be financed partially with cuts in expenditures
for general government and higher education.
Governor Almond has also proposed an ambitious
series of new tax initiatives, including an income tax cutand increases in two business tax credits. His proposal
cuts the income tax rate from 27.5 percent to 25 percent
of federal liability over a flve-year period. This would reduce
revenues by approximately $55 million when fully imple-
mented. He justifies this proposal largely as a means of
reducing the average income tax burden on households
in the state’s highest income tax bracket, characterized in
many studies as one of the highest in the nation. Gover-
nor BAmond also wants to increase the research and devel-
opment (R&D) tax credit from 5 percent to 22.5 percent
and the investment tax credit (ITC) from 4 percent to 10
percent. These proposed tax credit changes are designed
to improve Rhode Island’s competitiveness with
Connecticut, which has R&D and ITC credits of 20
percent and 10 percent, respectively. In addition, the
governor has proposed to reduce the sales tax from 7
percent to 6.5 percent, conditional upon an improvement




Through February, Vermont tax receipts totaled
$471.8 million, up 8.7 percent from a year earlier and
significantly higher than the projected growth rate of 4.1
percent. If current trends continue, the state will end FY97
with a $30 million surplus, or about 3.4 percent of spend-
ing. Year-over-year growth rates of 13.6 percent in per-
sonal income tax receipts and 15.1 percent in corporate
income tax receipts were especially surprising to forecast-
ers. The only revenue source whose growth has fallen short
of expectations has been the sales tax, up only 1.5 percent
in comparison with projected growth of 3.2 percent.
A disappointing ski season, due to a relatively warm, dry
winter, was responsible. If total revenues continue to exceed
projections, the governor will recommend an additional
deposit into the state’s stabilization fund.
For FY98, Governor Dean has submitted an
own-source revenue budget of $896 million with no sig-
nificant change in spending priorities, an increase of 2
percent over FY97 levels. With past revenue shortfalls still
a recent memory, the governor has proposed to deposit
another $10 million into the stabilization fund during
FY98, increasing the balance to a projected $21.2 million
(2.4 percent of the budget).
In a landmark decision, the Vermont Supreme Court
recently ruled on Brigham et al. v. State of Vermont,
challenging the state’s current system for funding local
education. The court argued that, because of extreme dis-
parities in taxable property wealth across Vermont’s school
districts, reliance on local property taxation to finance edu-
cation violates the state constitution’s guarantee of each
student’s right to a "well-funded education on substantially
equal terms." The court left it up to the legislature to craft
a tax system that would pass constitutional muster.
In a comprehensive reform proposal that is wending
its way through the state legislature, the $440 million cur-
rently collected from local property taxes would be raised
through a variety of other taxes. A two-tiered statewide
property tax, with rates of 1.31 percent on non-residen-
tial property and 0.44 percent on residential property,
would raise $292 million. An increase in the sales tax rate
from 5 to 6 percent combined with an expansion of con-
sumption tax bases would raise an additional $65 mil-
lion. Another $85 million would be obtained by giving
municipalities the option of imposing their own income
taxes, whose estimated average rate would be 8 percent of
federal tax liability (the state personal income tax is a flat
25 percent of federal tax liability).
Daniel G. Swaine
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